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In a prearranged transaction designed to elimnate
typi cal market risks, P purchased and imredi ately
resold American Depository Receipts (ADR s) of a
foreign corporation on the floor of the NYSEE As a
result of the transaction, P was the sharehol der of
record of 10 mllion ADR s on the dividend record date
and received a dividend of $22,545,800 | ess withheld
foreign taxes of $3,381,870. P also recognized a
$20, 652,816 capital loss on the sale of the ADR s,
whi ch was of fset against previously realized capital
gains. The net cash-flow fromthe transaction, wthout
regard to tax consequences, was a $1, 486, 755 | oss.
Hel d: The transaction | acked econom c substance, and
the foreign tax credit claimed by P will be disall owed.
Held further: An accuracy-related penalty will be
i nposed due to petitioner's negligence.
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COHEN, Chief Judge: The issues addressed in this opinion

are whether petitioner's purchase and resale of Anerican
Depository Receipts (ADR s) in 1992 | acked econom ¢ substance and
whet her petitioner is liable for an accuracy-rel ated penalty
pursuant to section 6662(a). (In a separate opinion, Conpaq

Conputer Corp. & Subs. v. Conm ssioner, T.C. Mnp. 1999-220, we

hel d that incone relating to printed circuit assenblies should
not be reall ocated under section 482 to petitioner fromits

Si ngapore subsidiary for its 1991 and 1992 fiscal years.
Petitioner has also filed a Motion for Summary Judgnent on the
i ssue of whether petitioner is entitled to foreign tax credits
for certain United Ki ngdom Advance Corporation Tax paynments.)
Unl ess otherw se indicated, all section references are to the
I nternal Revenue Code in effect for the years in issue, and al
Rul e references are to the Tax Court Rules of Practice and

Pr ocedur e.
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FI NDI NGS OF FACT

Sonme of the facts have been stipulated, and the stipul ated
facts are incorporated in our findings by this reference. Since
1982, petitioner has been engaged in the business of designing,
manuf acturing, and selling personal conputers. Details
concerning petitioner's business operations are set forth in T.C
Meno. 1999-220 and are not repeated here.

Petitioner occasionally invested in the stock of other
conputer conpanies. In 1992, petitioner held stock in Conner
Peri pherals, Inc. (Conner Peripherals), a publicly traded,
nonaffiliated conputer conpany. Petitioner sold the Conner
Peripherals stock in July 1992, recognizing a | ong-term capital
gai n of $231, 682, 881.

Twenty-First Securities Corporation (Twenty-First), an
investnment firmspecializing in arbitrage transactions, |earned
of petitioner's long-termcapital gain fromthe sale of Conner
Peri pheral s, and on August 13, 1992, Steven F. Jacoby (Jacoby), a
broker and account executive with Twenty-First, nmailed a letter
to petitioner soliciting petitioner's business. The letter
stated that Twenty-First "has uncovered a nunber of strategies
t hat take advantage of a capital gain", including a D vidend
Rei nvestment Arbitrage Program (DRIP) and a "proprietary
variation on the DRIP', the ADR arbitrage transaction (ADR

transaction).



An ADR (Anerican Depository Receipt) is a trading unit
i ssued by a trust, which represents ownership of stock in a
foreign corporation that is deposited with the trust. ADR s are
the customary formof trading foreign stocks on U S. stock
exchanges, including the New York Stock Exchange (NYSE). The ADR
transaction involves the purchase of ADR s "cum di vi dend",
followed by the imedi ate resale of the sane ADR s "ex dividend".
"Cum di vidend" refers to a purchase or sale of a share of stock
or an ADR share with the purchaser entitled to a decl ared
di vidend (settlenment taking place on or before the record date of
the dividend). "Ex dividend" refers to the purchase or sale of
stock or an ADR share without the entitlenent to a decl ared
dividend (settlenent taking place after the record date).

Janes J. Tenpesta (Tenpesta) was an assistant treasurer in
petitioner's treasury departnment in 1992. He received his
under gr aduat e degree in phil osophy and governnment from Geor get own
University and his master's degree in finance and accounting from
the University of Texas. Tenpesta's responsibilities in
petitioner's treasury departnent included the day-to-day
i nvestnment of petitioner's cash reserves, including the
eval uation of investnment proposals frominvestnent bankers and
other institutions. He was also responsible for witing
petitioner's investnent policies that were in effect during

Septenber 1992. Petitioner's treasury departnent primarily



focused on capital preservation, typically investing in overnight
deposits, Eurodollars, commercial paper, and tax-exenpt
obl i gati ons.

On Septenber 15, 1992, Tenpesta and petitioner's treasurer,
John M Foster (Foster), met with Jacoby and Robert N. Gordon
(Gordon), president of Twenty-First, to discuss the strategies
proposed in the August 13, 1992, letter from  Twenty-First. 1In a
nmeeting that | asted approxi mately an hour, Jacoby and Gordon
presented the DRIP strategy and the ADR transaction. Follow ng
the neeting, Tenpesta and Foster discussed the transactions with
Darryl Waite (White), petitioner's chief financial officer. They
deci ded not to engage in the DRIP investnent but chose to go
forward with the ADR transaction, relying primarily on Tenpesta's
recommendation. Tenpesta notified Twenty-First of this decision
on Septenber 16, 1992.

Al t hough cash-fl ow was generally inportant to petitioner's
i nvest ment deci sions, Tenpesta did not performa cash-fl ow
anal ysis before agreeing to take part in the ADR transaction.
Rat her, Tenpesta's investigation of Twenty-First and the ADR
transaction, in general, was |limted to tel ephoning a reference
provi ded by Twenty-First and review ng a spreadsheet provided by
Jacoby that analyzed the transaction. Tenpesta shredded the

spreadsheet a year after the transaction.
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Joseph Leo (Leo) of Twenty-First was responsible for
arrangi ng the execution of the purchase and resal e trades of
ADR s for petitioner. Bear Stearns & Co., Inc. (Bear Stearns),
was used as the clearing broker for petitioner's trades, and the
securities selected for the transaction were ADR shares of Royal
Dut ch Petrol eum Conpany (Royal Dutch). Royal Dutch ordinary
capital shares were trading in 21 organi zed markets throughout
the world in 1992, but primarily on the NYSE in the United States
as ADR s. Before agreeing to enter into the transaction,
petitioner had no specific know edge of Royal Dutch, and
Tenpesta's research of Royal Dutch was limted to reading in the
VWal| Street Journal that Royal Dutch declared a dividend and to
observing the various nmarket prices of Royal Dutch ADR s.

In preparation for the trades, Leo determ ned the nunber of
Royal Dutch ADR s to be included in each purchase and resale
trade. He also selected the market prices to be paid, varying
the prices in different trades so the blended price per share
equal ed the actual nmarket price plus the net dividend. Leo did
not, however, discuss the size of the trades or the prices
selected for the trades wth any enpl oyee or representative of
petitioner. Leo also chose to purchase the Royal Dutch ADR s
fromArthur J. @Gl lagher and Conpany (Gall agher). @allagher had
been a client of Twenty-First since 1985 and participated in

various investnent strategies devel oped by Twenty-First over the



years. During 1991, Gall agher participated in several ADR
transaction trades as the purchaser of the ADR' s. Tenpesta had
no know edge of the identity of the seller of ADRs. He only
knew that the seller was a client of Twenty-First.

On Septenber 16, 1992, Leo instructed ABD-N. Y., Inc. (ABD),
to purchase 10 mllion Royal Dutch ADR s on petitioner's behalf
from Gal | agher on the floor of the NYSE. He also instructed ABD
to resell the 10 mllion Royal Dutch ADR s to Gall agher
i mredi ately foll owm ng the purchase trades. The purchase trades
were made in 23 separate cross-trades of approxinmately 450, 000
ADR s each with special "next day" settlenent ternms pursuant to
NYSE rul e 64. The aggregate purchase price was $887,577, 129, cum
di vi dend.

ABD executed the 23 sale trades, selling the Royal Dutch
ADR s back to Gallagher, imediately following the rel ated
purchase trade. Accordingly, each purchase trade and its rel ated
sal e trade were conpl eted before comenci ng the next purchase
trade. The sales transactions, however, had regular settlenent
ternms of 5 days, and the aggregate sales price was $868, 412, 129,
ex dividend. The 23 correspondi ng purchase and resal e trades
were conpl eted in about an hour between approximately 2:58 p. m
and 4:00 p. m

Leo had instructed the ABD floor brokers to execute the

trades only if the prices selected were within the range of the
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current market prices. Thus, when, between the sixth and seventh
trades, the market price changed, Leo nodified the price for
subsequent trades to conpensate for the change. |In addition,
NYSE rule 76 required an open outcry for each cross-trade, and
NYSE rule 72 all owed other traders on the floor or the
"specialist" responsible for making the cross-trades to break up
the transaction by taking all or part of the trade. However, for
cross-trades priced at the market price, there was no incentive
to break up the transaction.

Pursuant to the "next day" settlenent rules, the purchase
cross-trades were settled between petitioner and Gal |l agher on
Septenber 17, 1992. On that date, Gallagher's account with Bear
Stearns was credited $887,547,543 for the purchase trades,
including a reduction for Securities and Exchange Conmm ssion fees
(SEC fees) of $29,586. Gallagher was subsequently rei nbursed for
the SEC fees. Al so on Septenber 17, 1992, petitioner transferred
$20, 651,996 to Bear Stearns, opening a margin account.

On Septenber 18, 1992, at 10:47 a.m, petitioner conplied
with the applicable margin requirenments, transferring $16, 866, 571
to its margin account with Bear Stearns. The margin requirenent
for purchase and sale transactions conpleted on the sanme day was
50 percent of the purchase price of the |argest trade executed on
that day. It was not necessary to nake paynents for each

conpleted trade. Accordingly, this wire transfer was made by



petitioner to denonstrate its financial ability to pay under the
applicable margin rules. The $16, 866,571 was transferred back to
petitioner that sane day at 1:39 p.m

Pursuant to the regular settlenent rules, the resale cross-
trades were settled between petitioner and Gal |l agher on
Septenber 21, 1992. The total selling price credited to
petitioner's account with Bear Stearns was $868, 412,129 (before
commi ssions and fees). Expenses incurred by petitioner with
respect to the purchase and resale trades included: SEC fees of
$28, 947, interest of $457,846, a margin witeoff of $37, and
commi ssi ons of $998,929. Petitioner had originally agreed to pay
Twenty- Fi rst conm ssions of $1, 000,000, but Twenty-First adjusted
its comm ssions by $1,070.55 to offset conputational errors in
cal cul ating sone of the purchase trades.

Due to the different settlenent dates, petitioner was the
shar ehol der of record of 10 mllion Royal Dutch ADR s on the
di vidend record date and was therefore entitled to a dividend of
$22,545,800. On Cctober 2, 1992, Royal Dutch paid the decl ared
dividend to sharehol ders of record as of Septenber 18, 1992,
i ncluding petitioner. Contenporaneously with the dividend, a
correspondi ng paynent was nmade to the Netherl ands Gover nnent
representing wthhol ding amounts for dividends paid to U. S
residents within the neaning of the United States-Netherlands Tax

Treaty, Convention Wth Respect to Taxes on Inconme and Certain
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O her Taxes, Apr. 29, 1948, U. S.-Neth., art. VII, para. 1, 62
Stat. 1757, 1761. The wi t hhol di ng paynent equal ed 15 percent of
t he decl ared dividend, $3,381,870. Accordingly, a net dividend
of $19, 163,930 was deposited into petitioner's nmargin account at
Bear Stearns and wired to petitioner on Cctober 2, 1992.

On its 1992 Federal inconme tax return, petitioner reported
the I oss on the purchase and resale of Royal Dutch ADR s as a
short-termcapital loss in the anount of $20, 652,816, cal cul ated

as foll ows:

Adj ust ed basi s $888, 535, 869
Amount realized 867, 883, 053
Capital |oss $_20, 652,816

Petitioner also reported dividend inconme in the anmount of
$22, 546,800 and clainmed a foreign tax credit of $3,382,050 for
the incone tax withheld and paid to the Netherl ands Gover nnent
with respect to the dividend.
ULTI MATE FI NDI NGS OF FACT

Every aspect of petitioner's ADR transaction was
del i berately predeterm ned and desi gned by petitioner and
Twenty-First to yield a specific result and to elimnate al
econom ¢ risks and influences fromoutside market forces on the
purchases and sales in the ADR transaction.

Petitioner had no reasonable possibility of a profit from
the ADR transaction without the anticipated Federal incone tax

consequences.
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Petitioner had no busi ness purpose for the purchase and sal e
of Royal Dutch ADR s apart from obtaining a Federal incone tax
benefit in the formof a foreign tax credit while offsetting the
previously recogni zed capital gain.

OPI NI ON

Respondent argues that petitioner is not entitled to the
foreign tax credit because petitioner's ADR transacti on had no
obj ecti ve econom ¢ consequences or business purpose ot her than
reduction of taxes. Petitioner argues that it is entitled to the
foreign tax credit because it conplied with the applicable
statutes and regul ations, that the transaction had econom c
substance, and that, in any event, the econom c substance
doctrine should not be applied to deny a foreign tax credit.

In Frank Lyon Co. v. United States, 435 U. S. 561, 583-584

(1978), the Suprenme Court stated that "a genuine nultiple-party
transaction with econom c substance * * * conpelled or encouraged
by business or regulatory realities, * * * inmbued with tax-

i ndependent considerations, and * * * not shaped solely by tax-
avoi dance features"” should be respected for tax purposes.

| nnuner abl e cases denonstrate the difference between (1) closing
out a real economc loss in order to mnimze taxes or arrangi ng
a contenpl ated business transaction in a tax-advantaged nmanner
and (2) entering into a prearranged | oss transacti on desi gned

solely for the reduction of taxes on unrelated inconme. 1In the
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former category are Cottage Sav. Association v. Conm ssioner, 499

U S 554 (1991); and Esmark, Inc. & Affiliated Cos. v.

Comm ssioner, 90 T.C. 171 (1988), affd. w thout published opinion

886 F.2d 1318 (7th Gr. 1989). 1In the latter category are ACM

Partnership v. Conm ssioner, 157 F.3d 231 (3d Cir. 1998), affg.

in part T.C Meno. 1997-115; Goldstein v. Conm ssioner, 364 F.2d

734 (2d Gr. 1966); and Friendship Dairies, Inc. v. Conm Ssioner,

90 T.C. 1054 (1988). Referring to tax shelter transactions in
whi ch a taxpayer seeks to use a mninmal commtnent of funds to
secure a disproportionate tax benefit, the Court of Appeals for

the Seventh Circuit stated, in Saviano v. Conni ssioner, 765 F.2d

643, 654 (7th Gr. 1985), affg. 80 T.C. 955 (1983):

The freedomto arrange one's affairs to mnimze taxes
does not include the right to engage in financial
fantasies with the expectation that the Internal
Revenue Service and the courts will play along. The
Comm ssioner and the courts are enpowered, and in fact
duty- bound, to | ook beyond the contrived forns of
transactions to their econom c substance and to apply
the tax | aws accordingly. * * *

Petitioner repeatedly argues, and asks the Court to find,
that it could not have had a tax savings or tax benefit purpose
in entering into the ADR transacti on because:

In this case, a tax savings or tax benefit purpose
cannot be attributed to Conpaq because Conpaq di d not
enj oy any tax reduction or other tax benefit fromthe
transaction. Conpaq's taxable inconme increased by
approximately $1.9 mllion as a result of the Royal
Dutch ADR arbitrage. Conpaq's worldwide tax liability
increased by nore than $640,000 as a direct result of
the Royal ADR arbitrage. The reason for this increase
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in incone taxes is obvious--Conpag realized a net

profit with respect to the Royal Dutch ADR arbitrage.

That net profit, appropriately, was subject to tax.
Petitioner's calculation of its alleged profit is as
fol | ows:

ADR transacti on:

ADR purchase trades ($887,577, 129)

ADR sal e trades 868,412,129
Net cash from ADR transaction (%19, 165, 000)
Royal Dutch dividend 22,545, 800
Transaction costs (1, 485, 685)
PRETAX PROFI T $1,895,115

Petitioner asserts:

Stated differently, the reduction in incone tax
received by the United States was not the result of a
reduction in inconme tax paid by Conpag. Each dollar of
inconme tax paid to the Netherlands was just as real,
and was the sane detrinent to Conpaq, as each doll ar of
income tax paid to the United States. Even
Respondent' s expert acknow edged this detrinment, and
that Conmpaq's worl dwi de incone tax increased as a
result of the Royal Dutch ADR arbitrage. A "tax
benefit" can be divined fromthe transaction only if
the incone tax paid to the Netherlands with respect to
Royal Dutch dividend is ignored for purposes of
conputing incone taxes paid, but is included as a
credit in conputing Conpaq's U.S. incone tax liability.
Such a result is antithetical to the foreign tax credit
regi me fashi oned by Congress.

In the conpl ete absence of any reduction in incone
tax, it is readily apparent that Conpaq could not have
engaged in the transaction solely for the purpose of
achi eving such an incone tax reduction.

Petitioner's rationale is that it paid $3,381,870 to the
Net herl ands through the withheld tax and paid approxi mately
$640,000 in U.S. inconme tax on a reported "pretax profit" of

approximately $1.9 mllion. (The $640,000 anount is petitioner's
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approximation of U 'S. inconme tax on $1.9 mllion in incone.) |If
we follow petitioner's |ogic, however, we would concl ude t hat
petitioner paid approximately $4 mllion in worl dw de i ncone
taxes on that $1.9 mllion in profit.

Petitioner cites several cases, including Levy v.

Conmmi ssioner, 91 T.C 838, 859 (1988); Gefen v. Conm ssioner, 87

T.C. 1471, 1492 (1986); Pearlstein v. Conm ssioner, T.C Meno.

1989-621; and Rubin v. Comm ssioner, T.C. Mnop. 1989-484, that

conclude that the respective transacti ons had econom ¢ substance
because there was a reasonabl e opportunity for a "pretax profit".
These cases, however, nerely use "pretax profit" as a shorthand
reference to profit independent of tax savings, i.e., economc
profit. They do not involve situations, such as we have in this
case, where petitioner used tax reporting strategies to give the
illusion of profit, while sinmultaneously claimng a tax credit in
an amount (nearly $3.4 mllion) that far exceeds the U S tax (of
$640,000) attributed to the alleged profit, and thus is avail able
to offset tax on unrelated transactions. Petitioner's tax
reporting strategy was an integrated package, designed to produce
an econom c gain when--and only when--the foreign tax credit was
clainmed. By reporting the gross anount of the dividend, when
only the net anount was received, petitioner created a fictional

$1.9 million profit as a predicate for a $3.4 mllion tax credit.



- 15 -

Wil e asserting that it nade a "real"” paynment to the
Net herlands in the formof the $3,381,870 wi thheld tax,
petitioner contends that that w thhol ding tax should be
disregarded in determning the U S. tax effect of the transaction
and the econom ¢ substance of the transaction. Respondent,
however, persuasively denonstrates that petitioner would incur a
prearranged econom c | oss fromthe transaction but for the
foreign tax credit.

The foll owm ng cash-fl ow anal ysis denonstrates the inevitable
econom c detrinent to petitioner fromengaging in the ADR
transacti on:

Cash-fl ow from ADR transacti on

ADR purchase trades ($887,577, 129)
ADR sal e trades 868,412,129

Net cash from ADR transaction (%19, 165, 000)
Cash-fl ow from di vi dend:

Gross di vidend 22, 545, 800
Net her | ands wi t hhol di ng t ax (3,381, 870)

Net cash from di vi dend 19,163,930
OFFSETTI NG CASH- FLOW RESI DUAL (1,070)
Cash-flow fromtransacti on costs:

Comm ssi ons (1, 000, 000)
Less: Adj ust nent 1,071
SEC fees (28,947)
Margin witeoff 37
| nt er est (457, 846)

Net cash from transacti on costs (1, 485, 685)

NET ECONOM C LGSS ($1, 486, 755)

The cash-flow deficit arising fromthe transaction, prior to use

of the foreign tax credit, was predeterm ned by the careful and
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tightly controll ed arrangenents nade between petitioner and
Twenty-First. The scenario was to "capture"” a foreign tax credit
by tinmed acquisition and sale of ADR s over a 5-day period in

whi ch petitioner bought ADR s cum di vidend from Gal | agher and
resold themex dividend to Gallagher. Petitioner was acquiring a
foreign tax credit, not substantive ownership of Royal Dutch

ADR s. See Friendship Dairies, Inc. v. Conmm ssioner, supra at

1067.

Petitioner argues that there were risks associated with the
ADR transaction, but neither Tenpesta nor any other
representative of petitioner conducted an anal ysis or
i nvestigation regarding these alleged concerns. Transactions
that involve no market risks are not economcally substanti al
transactions; they are nere tax artifices. See Yosha v.

Commi ssi oner, 861 F.2d 494, 500-501 (7th Gr. 1988), affg. d ass

v. Comm ssioner, 87 T.C. 1087 (1986). Tax-notivated trading

patterns generally indicate a |lack of econom c substance. See

Shel don v. Conmi ssioner, 94 T.C 738, 766, 769 (1990). The

purchase and resale prices were predeterm ned by Leo, and the
executing floor brokers did not have authority to deviate from
the predetermned prices even if a price change occurred. In
addition, the ADR transaction was divided into 23 correspondi ng
purchase and resal e cross-trades that were executed in

succession, al nost sinultaneously, and within an hour on the
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floor of the NYSE. Thus, there was virtually no risk of price
fluctuation. Special next-day settlenment ternms and | arge bl ocks
of ADR's were also used to mnimze the risk of third parties
breaki ng up the cross-trades, and, because the cross-trades were
at the market price, there was no risk of other traders breaking
up the trades. None of the outgoing cash-flow resulted from
risks. Accordingly, we have found that this transaction was

del i berately predeterm ned and desi gned by petitioner and Twenty-
First to yield a specific result and to elimnate all market
risks.

To satisfy the business purpose requirenent of the economc
substance inquiry, “the transaction nust be rationally related to
a useful nontax purpose that is plausible in light of the
t axpayer's conduct and * * * econom c situation.” AMC

Partnership v. Comm ssioner, T.C Meno. 1997-115, affd. in part,

revd. in part, and remanded 157 F. 3d 231 (3d Cr. 1998); see al so

Levy v. Comm ssioner, supra at 854. This inquiry takes into

account whet her the taxpayer conducts itself in a realistic and
| egiti mate business fashion, thoroughly considering and anal yzi ng
the ramfications of a questionable transaction, before

proceeding with the transaction. See UPS of Am v. Conm Ssioner,

T.C. Meno. 1999-268.
Petitioner contends that it entered into the ADR transacti on

as a short-terminvestnent to nmake a profit apart fromtax
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savi ngs, but the objective facts belie petitioner's assertions.
The ADR transaction was marketed to petitioner by Twenty-First
for the purpose of partially shielding a capital gain previously
realized on the sale of Conner Peripherals stock. Petitioner's
eval uation of the proposed transaction was | ess than businesslike
with Tenpesta, a well-educated, experienced, and financially
sophi sti cated busi nessman, comm tting petitioner to this
multimllion-dollar transaction based on one neeting with Twenty-
First and on his call to a Twenty-First reference. As a whol e,
the record indicates and we conclude that petitioner was
notivated by the expected tax benefits of the ADR transacti on,
and no ot her business purpose exi sted.

Petitioner also contends that the ADR transaction does not
warrant the application of the econom c substance doctrine
because the foreign tax credit reginme conpletely sets forth
Congress' intent as to allowable foreign tax credits. Petitioner
argues that an additional econom c substance requirenment was not
i nt ended by Congress and should not be applied in this case.

Congress creates deductions and credits to encourage certain
types of activities, and the taxpayers who engage in those
activities are entitled to the attendant benefits. See, e.g.,

Leahy v. Conm ssioner, 87 T.C. 56, 72 (1986); Fox V.

Comm ssioner, 82 T.C. 1001, 1021 (1984). The foreign tax credit

serves to prevent double taxation and to facilitate international
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busi ness transactions. No bona fide business is inplicated here,
and we are not persuaded that Congress intended to encourage or
permt a transaction such as the ADR transaction, which is nmerely
a mani pul ation of the foreign tax credit to achieve U S. tax

savi ngs.

Finally, petitioner asserts that the enactnent of section
901(k) by the Taxpayer Relief Act of 1997, Pub. L. 105-34, sec.
1053(a), 111 Stat. 941, also indicates that Congress did not
intend for the econom c substance doctrine to apply under the
facts of this case. Section 901(k)(1) provides that a taxpayer
must hold stock (or an ADR) for at |east 16 days of a prescribed
30-day period including the dividend record date, in order to
claima foreign tax credit with respect to foreign taxes wthheld
at the source on foreign dividends. |If the taxpayer does not
nmeet these holding requirenents, the taxpayer may claima
deduction for the foreign taxes paid if certain other
requi renents are net.

Section 901(k) does not change our conclusion in this case.
That provision was passed in 1997 and was effective for dividends
paid or accrued after Septenber 4, 1997. The report of the
Senate Finance Commttee indicates that "No inference is intended
as to the treatnent under present |aw of tax-notivated
transactions intended to transfer foreign tax credit benefits."

S. Rept. 105-33, 175, 177 (1997). A transaction does not avoid
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econom ¢ substance scrutiny because the transaction predates a

statute targeting the specific abuse. See, e.g., Krunmhorn v.

Commi ssioner, 103 T.C. 29, 48-50 (1994); Fox v. Conm ssioner,

supra at 1026-1027. Accordingly, section 901(k), enacted 5 years
after the transaction at issue, has no effect on the outcone of
this case.

Accur acy- Rel ated Penalty

Respondent determ ned that petitioner is liable for the
section 6662(a) penalty for 1992. Section 6662(a) inposes a
penalty in an anmount equal to 20 percent of the underpaynent of
tax attributable to one or nore of the itens set forth in section
6662(b). Respondent asserts that the underpaynent attri butable
to the ADR transaction was due to negligence. See sec.
6662(b)(1). "Negligence" includes a failure to make a reasonabl e
attenpt to conply with provisions of the internal revenue | aws or
failure to do what a reasonable and ordinarily prudent person
woul d do under the sane circunstances. See sec. 6662(c);

Marcello v. Conmm ssioner, 380 F.2d 499, 506 (5th Gr. 1967),

affg. on this issue 43 T.C. 168 (1964); sec. 1.6662-3(b)(1),
| ncone Tax Regs. Petitioner bears the burden of proving that
respondent’'s determ nations are erroneous. See Rule 142(a);

Freytag v. Comm ssioner, 904 F.2d 1011, 1017 (5th G r. 1990),

affg. 89 T.C. 849, 887 (1987), affd. 501 U. S. 868 (1991).
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The accuracy-rel ated penalty does not apply with respect to
any portion of an underpaynent if it is shown that there was
reasonabl e cause for such portion of an underpaynent and that the
t axpayer acted in good faith wwth respect to such portion. See
sec. 6664(c)(1l). The determ nation of whether the taxpayer acted
W th reasonabl e cause and in good faith depends upon the
pertinent facts and circunstances. See sec. 1.6664-4(b)(1),
| ncome Tax Regs. The nost inportant factor is the extent of the
taxpayer's effort to assess the proper tax liability for the
year. See id.

Respondent argues that petitioner is liable for the
accuracy-rel ated penalty because petitioner negligently
di sregarded the econom ¢ substance of the ADR transaction;
petitioner failed to neet its burden of proving that the
under paynment was not due to negligence; and petitioner failed to
of fer evidence that there was reasonable cause for its return
position for the ADR transaction or that it acted in good faith
with respect to such item Petitioner argues that there is no
basis for a negligence penalty because the return position was
reasonabl e, application of the econom ¢ substance doctrine to the
ADR transaction is "inherently inprecise", and application of the
econom ¢ substance doctrine to disregard a foreign tax credit

rai ses an issue of first inpression. W agree with respondent.
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In this case, Tenpesta, Foster, and Wite were sophisticated
professionals with invest nent experience and shoul d have been
alerted to the questionable econom c nature of the ADR
transaction. They, however, failed to take even the nost
rudi mentary steps to investigate the bona fide econom c aspects

of the ADR transacti on. See Freytaqg v. Conm ssioner, supra. As

set forth in the findings of fact, petitioner did not investigate
the details of the transaction, the entity it was investing in,
the parties it was doing business with, or the cash-fl ow
inplications of the transaction. Petitioner offered no evidence
that it satisfied the "reasonable and ordinarily prudent person”
standard or relied on the advice of its tax departnment or
counsel. If any communi cations occurred in which consideration
was given to the correctness of petitioner's tax return position
when the return was prepared and filed, petitioner has chosen not
to di scl ose those comuni cations. W conclude that petitioner
was negligent, and the section 6662(a) penalty is appropriately
appl i ed.

Qur holding in this opinion will be incorporated into the
decision to be entered in this case when all other issues are

resol ved



